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China's government bond market after twenty years ofdevelopment, has 
marked rapid growth and is an integral part ofChina,s capital market. This paper is 
to analyze the efficiency ofChma's bond market and specifically see how effectively 
it can help finance government expenditures, form the benchmark for pricing other 
debt securities and facilitate open market operations. 
This analysis finds that China's government increasingly relies on bond issues 
to compensate deficits and facilitate economic and financial reforms. Yet even 
though the size ofprimary market grows by leaps and bounds, government bonds 
cannot act as the benchmark for pricing other debt securities. The inefficiency is 
largely attributable to the fact that interest rate in China is not determined by market 
force. 
The limitations ofChma's government bond market, in addition, include the 
irregular frequency ofissues, non-tradable nature of part of the bonds and the 
constraints of distribution channel. 
In the secondary market, most transactions concentrate in exchanges, in 
particular Shanghai Stock Exchange. The interbank market was formed in 1997 and 
is participated by commercial banks solely. 
The future development ofChina's bond market lies on the opening ofinterest 
rate to market force. It is recommended that the government should allow all 
participants to trade in one single secondary market, for example, the interbank 
market, so as to establish a reliable benchmark rate. 
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OBJECTIVES AND METHODOLOGY 
Objectives 
A well-developed government bond market can help an economy in three 
major areas. First is to finance government deficits; second to provide a benchmark 
for pricing other securities; and third to facilitate open market operations. 
The objectives ofthis paper are to investigate the present situation of 
aovernment bond market in China and how effectively these three major fbnctions are 
o 
performed. This analysis will start with a general overview of the development ofthe 




For the history and the development of the China's bond market extensive 
publications have been reviewed. Background information and statistics has been 
collected from booksjoumals, newspapers, internet, securities houses and the news 
database ofUniversity Service Centre, the Chinese University ofHong Kong. 
Analysis on the Efficiency of Secondary Bond Market 
To verify the efficiency ofthe secondary market, trading data has been 
collected for four tradable treasuries issued in 1996. The relationship of the changes 
ti 
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in their secondary market yields relative to the inflation rate has been analyzed, 
under the assumption that inflation rate is a factorthat affects the secondary market 
bond yield. 
According to the Fisher's Equation, nominal interest rate is equal to the real 
interest rate plus expected inflation. Though data ofthe expected inflation rate is 
difficult to collect, nominal interest rates in an efficient market to some extent, are 
reflections ofthe changes of the underlying inflation. 
Data Collected 
So the changes ofthese bond yields have been compared with the changes of 
the monthly national CPI. The monthly CPI used is the current monthly CPI, not the 
accumulated one. It takes the index ofthe same period last year as a base of 100. 
The secondary market data is the monthly closing yield ofthe four treasuries 
under inspection. The monthly closing yield is that of the last trading data available 
in Shanghai Stock Exchange in each particular month. The Shanghai Stock Exchange 
represents over 90 percent ofsecondary bond trading in China and is regarded to be 
the most liquid secondary market, accounting for a much higher trading volume 
compared to other exchanges. 
Period of Investigation 
The inspection period is from January 1997 to February 1999 with twenty-six 
data points in total. Though the inspection period is not long, it is believed the 




The specifications ofthe four tradable bonds are as follows: 
Table 1: Specifications of Bonds Selected 
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Source: China Securities and Futures Statistical Yearbook 1998 
Interviews 
Analyses and recommendations are based upon information collected from 
securities houses in China. During the research period, two interviews were 
scheduled with Ping An Securities Duty Co., Ltd. and J&A Securities Ltd. in 
Shenzhen. 
For Ping An Securities, the interview was conducted with the Vice General 
Manager ofthe Capital Management Department, while for J&A securities, it was 
with various professionals ofthe Bonds Department, including the General Manager 
Vice General Manager and a number ofsenior researchers. Some useful information 
has also been received from Guoxin Securities Ltd. 
It is believed, based on the experiences of these professionals, that the 
analyses are reasonable and match the current situation ofChina. 
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CHATPERII 
DEVELOPMENT OF BOND MARKET EV CHINA 
Amount ofIssue 
After the resumption of issuance of government bonds in 1981, China's bond 
market has developed rapidly. Total amount issued of various kinds ofbonds 
increased from Rmb4.87bn in 1981 to Rmb 409.85bn in 1997. 
Figure 1: Total Amount of Debt Issued in China 
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Source: China Securities andFutures Statistical Yearbook 1998 
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Types ofBonds Available in China 
In early 1980s the market only had government bond issues. Later, the 
variety expanded. New issues like financial bonds, state investment bonds and 
enterprise bonds emerged, serving different economic entities in the market. From 
mid-1990s onwards, the bond market develops a trend towards consolidation on a few 
major types. 
Figure 2: Different Kinds of Bonds Issued in China 
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Among all the bonds issued in 1997 treasury bonds accounted for 59 percent, 
policy financial bonds 34 percent and enterprise bonds 6 percent. State investment 




Government bonds could be subdivided into treasury bills\ fiscal bonds, state 
construction bonds, state key construction bonds, special bonds, price index bonds 
and special purchase bonds. 
However, since 1994, only treasury bills special bonds and special purchase 
bonds have maintained new issues. Of the Rmb389.1bn government bonds issued in 
1998, treasury bills accounted for 85 percent. 
Figure 3 shows the rapid development of government bonds in the past two 
decades. 
Figure 3: Amount of Government Bonds Issued 
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Source: China Securities andFutures Statistical Yearbook 1998 and J&A Securities 
1 The definition of treasury bills in China is different from the normal usage ofthe 
term^ which generally refers to the government bonds with maturity less than one year, t i the 
remaining part of this paper, the term "treasury bonds" will be used to describe these 
"treasury bills" in China's context. 
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Policy Financial Bonds 
Policy financial bonds are issued by three policy financial banks in China. 
With its first introduction in 1994, it accounted for 37 percent of the total bond issued. 
Policy financial bonds have constantly maintained its share in the China's bond 
market, with an annual issue ofRmbl40bn in 1997. 
Enterprise Bonds 
Enterprise-bonds could be classified into central enterprise bonds, local 
enterprise bonds, enterprise short-term bonds, house construction bonds and local 
investment company bonds. Since 1992, only central enterprise bonds, local 
enterprise bonds and enterprise short-term bonds have maintained new issues. 
Ofthe enterprise bonds issued in 1997, 34 percent were central enterprise 
bonds 39 percent local enterprise bonds and 27 percent enterprise short-term bonds. 
Appendix 1 has summarized some information on different types ofbonds 
available in China. 
Conclusion 
The bond market in China has grown rapidly in the past two decades, in terms 
ofthe amount and type ofissues. In late 1990s, bonds available in China mainly 
concentrate on government bonds, policy financial bonds and enterprise bonds. 
The market witnesses a trend towards consolidation of the types ofsecurities 
available in the market. This move towards consolidation brings two positive effects. 
First it facilitates the financial management of the issuing bodies and enables the 
t> 
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investors to have a better understanding ofthe specifications ofeach bond. The 
higher transparency paves the way for a more liquid secondary market. 
Second it lowers the costs ofeach issue by enjoying a greater degree of 
economies ofscale. Offering a large amount ofissue each time, the issuing body can 




DEVELOPMENT OF GOVERNMENT BOND MARKET 
Background 
In terms ofthe amount ofnew issues and the balance outstanding, government 
bond is the most important bond category in China. From 1981 to 1997 the 
accumulated amount ofnew issues topped Rmb905.8bn. The balance outstanding in 
1997 amounted to Rmb550.9bn. Among all types of government bonds, domestic 
treasury bonds enjoy the largest scale of issuance. 
Treasuries issued in early 1980s focused mainly on ten years. Since late 
1980s it turned to a concentration ofthree and five years. From 1994, the Ministry of 
Finance has tried to diversify the term of maturity and has gained experiences in 
issuing securities ofthree months, six months, one year, two years, three years, five 
years, seven years and ten years. 
To facilitate the development ofthe debt market, Chinese government has 
done a lot to improve the liquidity of treasuries. In the past two years, it refined the 
issuance process and laid the foundation of an efficient secondary market. 
Issuance Methods 
The issuance oftreasuries changes according to the demand oftreasuries. In 
early 1980s, bonds were “allocated to individuals and enterprises. In 1991, the 
Ministry ofFinance used the voluntary placement of treasury bills. An underwriting 
1 0 
syndicate would underwrite part ofthe year issues and place the bonds with their 
clients on a voluntary basis. 
In 1993 the booming stock and real estate market rendered bonds an 
unattractive investment. Placements via syndicate fell considerably short oftarget 
and the Ministry ofFinance partly reverted to mandatory allocation. It also launched 
a new method ofvoluntary placement via a system of primary dealers. 
In 1996 the government implemented the auction system in the sale of 
treasuries. However this system was more suitable for a market targeting on 
institutional or wholesale investors of which the development in China was not 
mature. In 1997 the government returned its focus on retail investors in general. It 
adopted a retail distribution system mainly through commercial banks along with a 
bidding system through commercial banks and primary dealers. 
The reason why Chinese government targets its treasury investors on 
individuals is mainly due to public grievances. In 1996, the issuance of 96(6) 10-year 
treasury was through an auction system participated by primary dealers. After the 
issuance of the bonds the People's Bank of China lowered the interest rates and the 
securities houses were reluctant to sell the bonds to the public. 
Complaints arose that the government asked the public to purchase bonds in a 
high inflation environment. When the inflation pressure lessened, as in 1996, the 
system had changed and the public could not participate in it. These grievances drove 




Table 2 summarizes the development of government bond's issuance 
methods in China. 
Table 2: Development of Government Bond's Issuance Methods 
— Administrative Retail Sale 
Year Allocation Underwriting Through Banks Auction 
l _ _ _ g Q Bearer 
1991 Bearer 
"""1992 Bearer 
] ^ Bearer Bearer & 
Scriptless 
1994 Bearer Certificate 
2 ^ ‘ ‘ Bearer Certificate Bearer& 
Scriptless 
~ ~ ~ Y ^ “ Bearer; 
Bearer & 
Scriptless 
j ^ ^ Certificate Bearer; 
Present Bearer & 
Scriptless 
Source: Government Bonds in China 
Types 
At present, there are three types of treasuries available in China: the certificate 
treasury bonds, the bearer (nameless) tradable treasury bonds, and the bearer and ‘ 
scriptless treasury bonds. The certificate treasury bonds, which have the largest 
proportion ofissuance in 1997, 1998 (and most likely 1999), are not tradable. 
Chinese government has allowed early redemption of certificate bonds since 
1997. Investors asking for repayment within six months of issuance would not 
receive any interests. Those who hold the bonds longer than six months would be 
able to get repayment early at a lesser coupon. The terms of early redemption would 
be listed at issuance. 
ti 
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The certificate treasuries are non-negotiable and could be reported lost. 
Though they are not tradable certificate bonds are well received by individual 
investors because investors could buy and redeem the bonds in commercial banks 
which covers all the country. 
The bearer tradable treasury bonds, which come with a real paper issue, 
demand higher costs ofissuance. In 1998, no new issues ofbearer treasuries adopted 
the real paper form. The bearer and scriptless treasury bonds, which are mostly bid 
by primary dealers and commercial banks, are tradable and incur lower costs of 
issuance. As the bearer and scriptless issues are bid among commercial banks and 
primary dealers at issuance, the yield is very near to the secondary market rate. 
r,oRt ofTssuance and Redemption 
In addition to interest expenses, the costs of each bond issue include various 
types offee expenses. These expenses consist of printing fee, marketing fee, issuing 
fee, and redemption fee. All are bome by the central government. 
Table 3 summarizes the issuing cost and redemption cost ofdifferent types of 
aovernment bonds from 1981 to 1997. The issuing cost of certificate and bearer , 
o 
bonds increased in 1997 from 0.5% to 0.65%, while that ofbearer and scriptless 
bonds was capped at 0.4%. 
t 
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Table 3: Cost ofIssuance andRedemption ofDifferent Types ofGovernment 
Bonds 1981-1997 
TvDes Issuing Fee Redemption Fee 
" S i ^ O.5o/o-0.65o/o ^ ^ _ _ _ 
- ¾ ^ ^ ¾ ^ ¾ Q-3%-0.5% 0- _ _ _ 
j k h i d ^ ^ ^ • • • 
" g ^ e r 0.5%-0.65% Q _ o / o 
-B^^^^^&S^ess 0 . 2 % ^ 0 j % Z r Z Z ^ g ^ _ _ 
Source: Government Bonds in China 
In general, the cost ofissuing government bonds in China is lower than that of 
U.S., partly because the government bond market in China is still a regulated market. 
The Ministry ofFinance does not need to pay primary dealers a large amount offees 
to compensate the risks of underwriting and distribution. 
The Establishment of Secondarv Market 
In the early 1980s, the reintroduction ofdebt securities issues in China was 
driven by the emergence ofbudget deficit and the need to raise funds to meet the 
government's demand. Treasuries were non-negotiable and non-tradable, and in 
nature similar to tax, which were allocated to individuals and enterprises. 
In 1987, an illegal black market in treasury bonds emerged and developed 
rapidly, along with rising inflation and more attractive alternative investments. It was 
reported that, in black market, discounts on treasuries could be 50 percent or more. 
In view ofthe growth ofblack market China permitted over-the-counter trade 
oftreasury bonds in 1988. Then in almost all major cities, secondary treasury bond 
market developed. In 1990, trading oftreasury bonds was allowed as soon as the 
issuance process was completed. The transfer ofbonds between cities was also 
14 
permitted. The establishment ofSTAQs (Securities Trading Automated Quotations 
System) provided real time prices to dealers in six cities. And the opening of 
Shanghai Stock Exchange in the same year made the listing and trading ofbonds 
possible. 
In 1994, government bond listing and trading on the Shenzhen Securities 
Exchange began. In 1997, the interbank market, namely a dealers' market comprised 
ofcommercial banks for bond trading was set up. 
At present the over-the-counter trading of government bonds is mainly 
limited to the interbank market. There was an over-the-counter market among 
security houses once in the past. But as a result oflarge short-selling and speculation 
activities, the market shrank after 1995 when the government intervened and 
regulated the repo market ofvarious cities. A bundle of debt problems were unfolded 
and the market contracted drastically. At present, trading ofbonds largely 
concentrates on exchanges, which make up over 98 percent ofbond transactions. 
Conclusion 
The government bond market is dominated by domestic treasury bonds, which 
can be classified into certificate, bearer, and bearer and scriptless issues. Certificate 
bonds represent the largest proportion of new issues in recent years and are not 
tradable. 
Certificate bonds are issued to retail investors through commercial banks, 
while the other two through primary dealers. All bearer bonds could be traded in 
exchanges, where most ofthe government bond transactions are conducted. Another 
15 
active secondary market for government bonds is the interbank market, which was 
setup in 1997. 
In terms ofissuing cost, bearer and scriptless bonds are the most cost-






GOVERNMENT DEFICIT FWANCEVG 
The primary role ofgovemment bond issues is to finance government deficits. 
In this analysis it is found that Chinese government has a tendency to increasingly 
depend upon debts to finance government expenditures and target its debt issues on 
local investors. 
The. F.conomv of China 
Consistently pursuing its economic reforms, China recorded significant 
growth m the past two decades. Its GNP grew fifteen folds, from Rmb486bn m 1981 
to Rmb7,955.3bn in 1998 and is expected to keep a growth rate ofabout 7 percent in 
1999. 
Table 4 : Central Government Revenues and Expenditures, Total Government 
Revenues andExpenditures, and GNPofChina 
(billions ofRmb) z r ^ 
Central Government Total Government — 
Year Revenues E x p e n d i ^ Reygg^^gg_gj f ig j l j j^ l i j :gg_ggggl !^ i l l^^_^^ 
1 ^ ~ " ~ 3 U r - 6 ^ 117.58 113.84 U- l l 4 6.03 
1982 34.68 65.18 121.23 123.00 -77 8.39 ^0.18 
1983 49.00 75.96 136.70 140.95 4.26 7.94 595-74 
1984 66.55 89.33 164.29 170.10 3-82 7J3 120.61 
,Qoc 76 96 79 53 200 48 200.43 8.99 898.91 
9 6 77 84 8 64 212.20 220.49 8.29 13.83 1020 14 
98? 73 63 84.56 219.94 226.22 6.28 16.96 119-4 
\ l l l 77^8 84 50 235 72 249.12 13.40 27.08 1492.23 
S z S 8 88 266.49 2S2.3S 15.89 2S.30 . 
1990 99 24 100.45 293.71 308.36 14.65 ^7.55 1859.84 
991 93 83 109 08 314.95 338.66 23.71 46.14 2166.25 
992 S 9 5 117 04 348.34 374.22 25.88 66.97 2665.19 
99 95 75 131 21 434.90 464.23 29.34 73.92 3456.05 
\ l l l 2% 65 75 44 521.81 579.26 57.45 117.53 4667.00 
\ l l s 325 66 199:54 624.22 682.37 58.15 154.98 5749.49 
996 3^6 11 215 13 740.80 793.76 52.96 196.73 6685.05 
! S ; 4^.69 253.25 865.11 923.36 58.24 247.68! 7345.25| 
Source: Almanac ofChina '5 Finance and Banking 1998 
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Government Revenues and Expenditures 
Accompanying this drastic economy growth, total government revenues also 
increased significantly from Rmbll7.58bn in 1981 to Rmb865.1 lbn in 1997, while 
government expenditures expanded from Rmbl 13.84bn in 1981 to Rmb923.36bn in 
1997. 
Amidst the increase oftotal government revenues and expenditures their 
proportions in GNP however, is on a falling trend. Total government revenues over 
GNP decreased from 24 percent in 1981 to 12 percent in 1997 and total government 
expenditure over GNP fell from 23 percent in 1981 to 13 percent in 1997. 
Figure 4: Total Government Revenues and Expenditures over GNP 
Total Government Revenues and Expenditures over GNP 
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Source: China Statistical Yearbook 1998 
Deficits 
Following the expansion in government expenditures was the emergence of 
deficits. The central government recorded deficits from 1986 all through the present. 
In 1994, the government ceased to borrow from the central bank to finance its deficit 
18 
and gradually transferred subsidies to state enterprises to the budget. Government 
deficitsjumped 96 pe rcen t fromRmb29bn in 1993 to Rmb57bn in 1994 and hit 
Rmb58bn in 1997. 
The move in 1994 drove the Chinese government to rely on debts to fmance 
its deficits. The debt/total government expenditures ratio rose from 15 percent in 
1993 to 22 percent in 1997, while the debt/deficits ratio increased from 2.52 in 1993 
to 4.25 in 1997. And since in China only the central government has the right to issue 
bonds to finance deficits, the debt/central government expenditures ratio is very high. 
It rose from 45 percent in 1993 to 56 percent in 1997, and was estimated to be 60 
percent in 1998l 
Table 5: China's Debt/Total Government Expenditures andDebt/Central 
Government Expenditures Ratio 
(Billions ofRmb) 
Central 
Debt Repayment Government Debt/ Government Debt/ Debt/ 
Year Revenues Expenditures Expenditures Expenditures Expenditures CGE__Deficits 
1985 8 99 3.96 200.43 4.40% 79.53 10.76% 
1986 13 83 5 02 220.49 6.13% 83.64 15.59% 1.67 
1987 16.96 7.98 226.22 7.24% 84.56 18.32% 2.70 
1988 27 08 7.68 249.12 10.54% 84.50 29.38% 2.02 
1989 28 30 7.24 282.38 9.77% 88.88 29.44% 1.78 
1990 37 55 19.04 308.36 11.47% 100.45 31.42% 2.56 
1991 46 14 24.68 338.66 12.70% 109.08 34.49% 1.95 
1992 66.97 43.86 374.22 16.02% 117.04 41.62% 2.59 
1993 73.92 33.62 464.23 14.85% 131.21 44.85% 2.52 
1994 117 53 49.94 579.26 18.68% 175.44 52.15% 2.05 
1995 154.98 87.84 682.37 20.12% 199.54 53.93% 2.67 
1996 196.73 131.19 793.76 21.27% 215.13 56.81% 3.71 
1997 247.68 191.84 923.36 22.21% 253.25 55.65% 4.25 
1998 389.10 644.30 60.39% 
Source: Almanac ofChina,sFinance andBanking 1998 and J&A Securities 
2 The amount oftreasuries issued in 1998 did not include the Rmb270bn special bonds 
(of3G-year maturity) to increase the capital adequacy ratio of state-owned commercial banks. 
Licluding these special bonds, the amount of treasuries issued in 1998 was Rmb659bn. The 
debt/CGE ration would be 102.3% and the debtA3NP ratio would rose to 8%. 
^ 
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Municipal governments do not have the autonomy to issue debts. Ifthey 
want to fimd local projects, municipal government can issue debts in the form oflocal 
enterprise bonds through the enterprises they own. 
r^rwpmmfiTit Rond Issuance 
Recently the government has more flexibility in issuing treasuries to fmance 
its deficits and solve short-term capital needs. The government could issue short-term 
treasuries without the approval ofthe People's Congress. The only criterion is that 
the maturity ofthe treasuries issued ends within the same issuing year. With the 
ability to issue short-term bills the government could have a better financial 
management and facilitate the development ofa&H-range bond market. 
Table 6 shows the terms ofmaturity oftreasuries issued from 1993 to 1998: 
Table 6: Treasury Issues with Different Maturitiesfrom 1993 to 1998 
3-month 6^month l-year 2-year ^ ^ j ^ g i _ _ j : : ^ g ^ L _ I : y g g j l _ l g : ^ 
-1993 " ^ ~ ~ 59.36% 40.64% 
1994 4 42% 7.24% 25.07% 61.55% 1-72% 
ioQ5 • 7 80% 90.61% 1.59% 
996 6.71% 9.69% 14:16% 31.71% 15.76% 9.94% 12.03% 
igo7 19.49% 63.43% 11.69% 5.)9% 
|99g 32.03% 28.22% 13.49% 26.25% 
Source: Almanac ofChina ’s Finance andBanking 1998 and J&A Securities 
Ofall the debts incurred, domestic treasuries accounted for over 90 percent 
from 1995 onwards. The ratio ofdomestic treasuries amounted to 97 percent ofthe 
total debt revenue in both 1997 and 1998, as shown in Figure 5. 
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Figure 5: The Proportion ofDomestic andForeign Government Debt Incurred 
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Source: China Statistical Yearbook 1998 
The reason why the Chinese government focuses on domestic bonds to finance 
its deficits is mainly due to the fact that the Chinese government has recorded trade 
surplus for the past five years and is rich in foreign reserve. 
China has enjoyed a balance of payment surplus since 1994 and a growing 
foreign reserve. It has less eminent needs to raise bonds in foreign currencies to 
finance its domestic investment. The balance of payment surplus began in 1994 and 
grew from USD5.4bn to USD43.6bn in 1998. Its foreign reserve amounted to 
USD145bn in 1998. 
The second reason is that issuing foreign bonds sometimes would bring a 
greater financial burden to the government than issuing domestic bonds. China has a 
foreign currency long-term rating ofBBB+ with a negative outlook and a short term 
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rating ofA-2 in Q1 1999. Sometimes the spread that is added to treasuries 
denominated in US dollar will render the cost ofissues higher than the cost oflocal 
debts, neglecting the foreign exchange hedging costs. 
Furthermore, the spread cannot be known exactly until the issuance is 
completed. The Ministry ofFinance does not have an accurate forecast for the cost of 
each issue. So the government may tend to raise funds primarily from the local 
market. 
T^ ppp^ yTTient Ability 
Since the total debt incurred by the government only accounts for a small 
portion ofGNP, which was 3.37 percent in 1997 and 4.9 percent in 1998, it is 
believed that China has no problem in its repayment ability. Yet as the debt/central 
government expenditures ratio is very high worries arise when the interest rates 
revert from its current falling trend, repayment may become a burden to the 
government. 
One negative scenario will be as follows: When the inflation returns, some of 
the certificate treasury holders will present their bonds to commercial banks and ask 
for early repayment. When a large scale ofthese early repayments occurs, it is still 
undecided whether the responsibilities would fall on the Ministry ofFinance or the 
commercial banks to pay for the public. Until now, the Ministry ofFinance seems to 
have no obvious provisions for this kind of early repayment. 
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Conclusion 
Government bonds are an important means for the government to finance its 
deficits especially after 1994. As the economy grows, the proportion ofgovernment 
expenditures in GNP declines. This is a good indicator that China is on the transition 
to a more market-oriented economy. However, in the progress to pursue more active 
economic reforms the issuance ofgovernment bonds will only grow greater and 
greater. 
The issuance ofRmb279bn special bonds to increase the capital adequacy 
ratio ofcommercial banks in 1998 indicates that the function of government bonds is 





Treasuries issued by the Chinese government, though can help fmance 
government deficits, are not yet established themselves as the benchmark rates for 
pricing ofother securiUes. The main reason is that treasury yields are not determined 
by the market, but by adding a spread over the existing fixed deposit rates. 
Primarv Market 
Interest Rates 
Interest rates in China are determined by the People's Bank ofChina which 
regulates the loan rate to and deposit rate by specialized banks, and the loan and 
deposit rates ofcommercial banks and non-bank financial institutions. Table 7 shows 
thetimeanddegree ofrate cuts ofChina from 1992to 1998. 
Table 7: Saving Deposit Rates and Loan Rates ofChina 
_ c e _ ) r ^ — — n ^ 5 j : z z n M Z Z t M p M z n z i 
: ¾ : ¾ " " ^ ~ ~ ~ i ^ : ^ _ _ A M S _ _ ^ _ _ M 5 i p H L ^ 
^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ J ^ ~ n ^ " 3 i i i ~ T ^ " r ^ ~ ~ r 7 r " " T 7 r T S 3 M 
D e m a n d D e p o s j ^ § _ _ _ _ _ A l ^ _ _ A l l _ _ A l ^ _ _ _ 4 4 ^ _ _ 4 4 f ~ ~ ^ ~ ~ V ^ " ^ ^ ~ 7 ^ 2 79 
^ 7 ^ ¾ " ^ 4.86 6.66 6 . 6 6 _ A ^ _ J L M _ A 3 1 - 4 4 | - 4 f | 4 ^ ^ 
^ ^ ^ ^ ^ ^ T 0 0 " T ^ 9 00 7.20 5 . 4 0 _ j a i _ _ 4 i l _ M 6 _ ^ 
f ^ ^ y % ^ ^ ^ z ^ % - ^ ^ z j K ^ ^ ^ 
^ W o ^ o ^ o - n J o - ^ - ^ _ _ 5 ^ _ 5 ^ ^ A ^ 
^ j : : : : : z z i i t i i i ^ i ^ s = ^ ^ 4 i " | ^ 4 f ^ | g J ; ; : ^ ^ : ^ ^ 3 ^ J p ^ 3 M L i M ^ _ i M ^ ~ ^ ~ ^ ~ ^ ~ ^ ^ ^ ^ 
| ^ ^ 5 ^ ^ ^ ^ ? ^ f ^ " T n O ? ^ " T T ^ ~ T ^ " ^ : m M ^ 
f^^f^^^^^ ^ ^ " ^ ^ ^ ^ " ~ i f S 4 M ! 4 i i 4 f 5 o ^ ^ ^ _ ^ _ ^ ^ 
^ 4 ^ 4 1 1 4 ^ 1 4 ¾ ^ ^ ^ ^ ^ ^ ^ 
1 ^ ^ h i i K i l f e i t ^ T f e i f e f e f e t e ^ 
Source: Almanac ofChina ,s Finance andBanking 1998 and J&A Securities 
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Government Bond Coupons 
The coupon ofgovemment bonds, to compete with the fixed deposit, is 
determined by adding a spread over the saving deposit rate decided by People's Bank 
ofChina. In 1998 the spread of3-year certificate bond at issue on average, is about 
90bp over 3-year fixed deposit rate, while the spread of 5-year certificate bond is 
120bp over that of 5-year fixed deposit rate. 
Most government treasuries are issued at par, excluding those discount bonds. 
The fact that government treasuries carry a coupon rate higher than their fixed deposit 
counterparts is in contrary to the market force. Government treasuries, by nature, 
have no default risks because government can print money to repay the loans. 
However, people who place their deposits in the commercial banks face risks that the 
banks may default and cease to operate. As people face higher risks, they should ask 
for a higher rate for fixed deposits. 
Anomaly 
This anomaly can be partly explained by the fact that sale of treasuries in 
China does not have a regular frequency. Large amount of issues with varied terms 
will be put into market from time to time and must all be sold out within a particular 
period. While commercial banks could take fixed deposits anytime, the government 
should sell off the predetermined amount of treasuries before a particular deadline. 
To ensure successful completion of sale, the government should set a more 
competitive rate to induce people to purchase. 
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As long as this anomaly exists it seems to be a good investment to subscribe 
treasuries rather than to put money as fixed deposits into a commercial bank because 
treasuries have lower risks and higher retums. 
Pricing of other securities 
The pricing ofother debt securities, for example, enterprise bonds are also 
based on the fixed deposit rates. It is generally held that enterprise bonds should not 
carry a coupon 40 percent higher than the corresponding fixed deposit rates. This cap 
of40 percent limits the ability ofbond yields to reflect the risks ofdifFerent 
enterprises. 
Yet since enterprise bonds and policy financial bonds are bid among investors 
at issuance, the yield at issuance is near to the secondary market yield. The 
mechanism ofsome government bonds (mainly certificate bonds), on the other hand, 
does not have this efficiency. 
Secondary Market 
If the primary treasury market cannot form the base for pricing other debt 
securities is there any market yield curve that can perform this function? The 
secondary market, mainly in the Shanghai Stock Exchange, may provide an answer. 
The secondary treasury bond market is an essential part of the capital market 
in China. The trading amount of treasuries accounted for 43.35 percent and 33.96 
percent of all kinds of security trading in 1996 and 1997 respectively. The ratio was 
estimated to be 41.19 percent in the first half of 1998. Most of the transactions, over 
90 percent are conducted in Shanghai Stock Exchange. 
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Table 8: Bond Trading Amount in the Secondary Market 
f ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ T H z m z ^ n s ^ 
l ^ Z Z Z Z Z S Z M f 5 ^ f 
^ S i Z Z Z Z _ i Z i ^ _ i ^ ^ 9 ^ 
Tntertenk bond market l L | | r^ ^ 
T ^ 1 8 0 3 . 7 9 L E Z 2 j E _ _ - - g ^ ^ 
Source: China Securities andFutures Statistical Yearbook and Sampo Securities 
The issue amount oftradable treasuries in 1996 and 1997 were Rmb266.5bn 
and Rmb209.84bn respectively. The transaction amount over the issue amount ratio 
was 6.77 in 1996 and 8 in 1997. The ratio shows that secondary treasury trading is 
growing, despite that it is still small compared to the level of 20 to 40 in most 
developed countries. 
Ofall the treasury transactions, repo accounted for about 80 percent in 1997 
and the remaining spot trading. 
Trading ofthe government bonds is facilitated by the increase in issuing 
scriptless tradable bonds in recent years. The bearer and scriptless bonds help reduce 
the transaction costs of secondary trading. The percentage of different types of 
government bonds issued is shown as follows: 
Table 9: Proportion ofDijferent GovernmentBonds Issued 
V^5ir Bearer and S c r i p t l e s T T ^ a r e j ^ d a b l e Certificate = 
1 ^ 40/0 — _ 7 8 j % _ _ _ - IZ ^  
1 ^ 11.6% 25.1% 6 ^ — — 
1 ^ 8.4% — 17.5% Z i i ^ — — 
1 ^ 54.45% — 31.44% 14.11%—— 
1997 [6 1 ^ 16.53% 6737% 
1998 33.13% - 66.S7% 
Source: Almanac ofChina'sFinance andBanking 1998 and J&A Securities 
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Efficiency ofSecondary Bond Market 
Figure 6 shows the monthly closing yields of the four selected tradable 
treasuries and the inflation rate ofthe corresponding month from January 1997 to 
February 1999. The inflation pressure in China has decreased in the observation 
period. In April 1998, China entered into an era of deflation, of which the threat 
lingers till present. Appendix II shows the relevant data. 
Figure 6: Monthly Yields to Maturity of Four Tradable Treasuries andInflation 
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To some extent, the second market yields could reflect the downward trend of 
interest rate before People's Bank of China initiated the rate cut. From January 1997 
to October 1997, inflation rate fell 5.9% to 1.5%. Yet the rate cut in October 1997 
was very conservative. In the short end, the three-month deposit rate fell 45bp, while 
in the long end, the five-year rate decreased 234bp. This scale was small compared to 
the 440bp drop in inflation. 
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So before the rate cut in March 1998, the four treasury yields had already 
formed a downward trend. M decreased over 200bp between October 1997 and 
February 1998. The decrease ofbond yields continued in the next five months, for 
about lOObp. 
It is shown that the market can tell from the buildmg deflation pressure that 
the interest rates would eventually fall and reflect the expectation in the bond yield. 
However, the relationship ofthe changes in bond yield relative to inflation is more 
likely to be stepwise rather than to be directly correlated. The limitation is due to the 
n o n - m a r k e t - d e t e r m m e d rate in the primary market and the availability offirst-hand 
economic information. 
In case that the market is not for sure ofaforthcoming rate cut, large volatility 
in the bond yield is observed, as shown in the period ofJanuary 1997 to October 
1997, as well as July 1998 to December 1998. The bond yield fluctuated by over 
100bp in the captioned periods. 
Table 10 shows the trading data ofthe four treasuries as ofMarch 1, 1999. It 
is noticed that though bonds are comparable to fixed deposits its secondary market 
yields can fluctuate around the relevant deposit rates to a large extent. 
« » 
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Table 10: Trading data as ofOl/03/99 
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Conclusion 
The above analysis shows that the secondary market is partially efficient m the 
sense that it reflects the changes ofthe level ofinflation by predicting a possible rate 
cut. Yet it has its limitations ifused as the benchmark for pncing other bonds. One 
drawback is that not all institutions or entities can enter the secondary market. 
At present, c o ^ e r c i a l banks are not allowed to trade m the secondary 
market. Ifthey want to buy or sell any bonds, they have to perform the transactions in 
the interbank market. That means not all the buyers and sellers ofgovemment 
treasuries are participating in one market and the secondary market yield cannot 





OPEN MARKET OPERATIONS 
Background 
In 1988, the four state-owned commercial banks (Agricultural Bank ofChina, 
Bank ofChina, Construction Bank ofChina, and Industrial and Commercial Bank of 
China) almost accounted for all the loans made to the economy. In 1996, this 
percentage fell to 69 percent. What is more, the percentage ofthe assets of 
commercial banks over the assets ofall financial institutions fell from over 90 percent 
in 1988 to 60 percent in 1996. These imply the direct control ofPeople's Bank of 
China over the credit level of the economy is diminishing. 
At the end of 1997, People's Bank ofChina eliminated the restrictions on the 
amount ofloans made by the state-owned commercial banks and implemented asset 
and liability management on the banking system. The increase of autonomy allows 
commercial banks to expand their loan business independently, and strengthens the 
credit supply capacity offinancial institutions. As a result, the monetary policy ofthe 
central bank should become more indirect. 
Open Market Operations 
The open market operations involve controlling the basic money supply 
through buying and selling bonds. The central bank could operate at any time, take 
the initiative to handle the basic money supply to adjust its cash position in the 
financial system. The open market operations are flexible, active and suitable as a 
regular means of regulation and control. 
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The development ofthe debt market may facilitate the open market 
operations, through which the People's Bank of China could control the money 
supply and subsequently the economic growth of the economy. In April 1996, the 
central bank, for the first time purchased Rmb290m of government bonds from 14 
commercial banks. 
Since 1996, the central bank has recorded only a few buyback transactions. It 
temporarily stopped its financing ofbond buyback transactions with commercial 
banks in early 1997. In 1998, the central bank has started more frequently to use open 
market operations and its control ofinterest rates to manipulate the money supply. 
For example, it lowered the interest rates for three times in 1998 to adjust the credit 
level. 
The Effectiveness 
The effectiveness of the open market operation is limited by the fact that 
commercial banks hold a relative low amount ofbond assets. Moreover, the 
interbank market is still immature. A regular issue of treasuries has yet been 
established and a relative few are of short term. 
The proportion ofbonds in the loan portfolio of state banks^ and the overall 
financial institutions^ is very small. This limited size ofholdings constrains the scale 
of open market operations, and hence the leverage effect to the money supply of the 
3 State banks include the central bank, policy banks, statenDwned commercial banks 
and a few commercial banks. 
4 Financial institutions include all banks and non-fmancial institutions, such as 
investment companies and cooperatives. 
ti 
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whole economy. As shown in Table 11, the proportion ofbonds in the loan 
portfolio offinancial institutions in 1997 only accounted for 3.90 percent. The ratio 
in state banks portfolio was even lower, only 2.83 percent. 
Table 11: Loans Made by Financial Institutions and State Banks 
Loans Made by Financial Institutions Q"ear-endBalance, billions ofRmb) _ 
1991 1992 1993 1994 1995 1996 1997 * 
Loans 2133.78 2632.29 3294.31 4081.01 5053.80 6115.28 7491.41 
Bonds 6 53 13.02 75.06 185.87 316.69 410.42 367.17 # 
Gold 1.20 1.20 1.20 1.20 1.20 1.20 1.20 
ForeingCurrencies 122.81 110.20 143.18 450.39 677.45 957.87 1346.72 
AssetsinM'lFmLQStit. 26.20 29.84 33.68 39.27 55.51 54.14 )3.44 
LoantoGovemment 106.78 124.11 158.21 168.71 158.21 158.21 158.21 
Total 2397 30 2910.66 3705.64 4926.45 6262.86 7697.12 9418.13 
Percentage 0.27% 0.45% 2.03% 3.77% 5.06% 5.33% 3.90% 
Loans Made by State Banks (Year-endBalance, billions ofRmb) 
… • :•: 1991 1992 1993 1994 1995 1996 1997 * 
Loans ""^ 1804.41 2161.55 2646.11 3244.13 3939.36 4743.47 5931.75 
Bonds 60.41 180.29 306.42 409.78 218.01 # 
Gold 1.20 1.20 1.20 1.20 1.20 1.20 1.20 
ForeingCurrencies 122.81 110.20 87.55 450.39 677.45 957.87 1343.19 
Assets inM'lFintostit. 26.20 29.84 33.68 39.27 55.51 54.14 53.44 
LoantoGovemment 106.78 124.11 158.21 168.71 158.21 158.21 158.21 
Total 2061.40 2426.90 2987.16 4083.99 5138.15 6324.67 7705.80 
Percentage 0.00% 0.00% 2.02% 4.41% 5.96% 6.48% 2.83% 
Source: Almanac of China 's Finance and Banking 1998 
*Because ofthe change ofstatistical metliod data of 1997 is not directly comparable to that ofprevious 
years. ‘ 
#The figure shown in 1997 represents the credit use for securities investment, which may include other 
securities than bonds. 
The second factor that affects the effectiveness of open market operations is 
the trading volume of the interbank market. As mentioned before the interbank 
market was set up in 1997 and its share ofbond trading only accounted for less than 4 
percent in the first halfof 1998. The central bank may not find enough buyers or 
sellers in the market to achieve its planned scope ofoperations. 
% 
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Third treasuries do not have a regular frequency to issue bonds with 
particular term ofmaturity. In contrast to the weekly or monthly auction system of 
treasuries in U.S., new supply oftradable bonds in China is limited to a particular 
period. In addition new issues are still dominated by non-tradable securities. The 
market may not have sufficient tradable securities to facilitate open market operations. 
Fourth the government still do not have a large supply oftreasury bills, i.e. 
debts with maturity less than one year. The limited choice of maturity may limit the 
frequency of operations. 
Fifth when commercial banks receive the funds, they sometimes may not want 
to lend the money out. As a result, corporations cannot benefit from the operations. 
Recently commercial banks have adopted asset and liability management, they are 
very cautious in making loans to enterprises, which they suspect to have a low credit 
quality. So the leverage effect ofan increase in liquidity of commercial banks may 
not result in a growth in money supply or relaxation of credit to the whole economy. 
Conclusion 
The banking reform has paved the way for indirect control ofthe central bank 
over the economy. Open market operations will become more important. Yet as the 
bond holdings ofcommercial banks are small supply of tradable bonds irregular and 






The previous analysis shows that: 
• Government bonds are essential to fmance government expenditure and 
economic reforms. 
• A benchmark rate is not yet established, due to the highly regulated primary 
bond market. Secondary market rate, on the other hand, is partly efficient. 
• The scope of the open market operations is still small. 
This chapter will discuss some institutional issues in promoting further 
development of the bond market. 
Education 
The education level of the general public is not high enough. People still view 
debt as an alternative to fixed deposit and do not know well enough the retum > 
mechanism in investing in bonds. So there is an anomaly that treasury bond yields are 
higher than fixed deposit rates. What is more the potential of using bond as a 
complementary investment with stock is not fully exploited. 
Institutional Investors 
The development of institutional investors in the market is essential to ease the 
financing in the primary market and reduces the volatility in the secondary market. 
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They may also help the development ofbonds with longer maturity because 
institutional investors usually adopt a longer investment horizon. 
In 1997, mutual funds were required to hold 20 percent ofbonds in their 
portfolio. Though this move partly helps enlarge the scope of investors in the market 
the scale ofparticipation ofinstitutional investors in the market is still small. 
Transaction Costs 
The transaction costs ofthe secondary market are reflected in two aspects: 
distribution and transaction fees. 
Distribution 
The distribution ofsecurities houses and exchanges is concentrated in big 
cities. People in suburb have limited access to brokers and exchanges. As a result, 
the government still uses certificate bonds, which are issued through commercial 
banks, to target on the general public despite the fact that bearer and scriptless issues 
are more liquid. 
Transaction Fees 
Each transactions in bond trading require a fee of 0.2 percent. The high 
transaction costs associated render the existence of certificate bonds essential because 
purchasing certificate bonds through banks do not incur this transaction fee. 
Moreover, the costs of opening an account in securities house are still very 





Further development ofthe bond market depends on the education level ofthe 
public as well as the transaction costs in the bond market. 
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CHAPTER V i n 
CONCLUSIONS AND RECOMMENDATIONS 
Conclusions 
This chapter will sum up factors that affect the development of China's 
government bond market and make recommendations on how to improve the liquidity 
of the market. 
Positive Factors 
Primary market 
The bond market in China, after twenty years of development, is one in 
transition towards higher liquidity. In the primary market, the government has 
experimented with various forms of issuance in 1996 to increase the market force in 
the primary market. Though a complete auction system has not been implemented, 
new issues of government bonds contain features that facilitate higher liquidity of 
treasuries. ‘ 
Certificate bonds, for example, could be redeemed early at a discount. Bearer 
and scriptless treasuries are bid among commercial banks and primary dealers with a 
yield of issuance very near to the primary market. Because ofthe scriptless nature 
these bonds also facilitate secondary market trading. 
With no doubt, treasury is an important tool to finance government 
expenditures. It is expected to grow continuously in the future, as the government 




In the secondary market, active trading in Shanghai Stock Exchange renders 
the market yield a partially efficient one which has the ability to reflect inflation or 
deflation pressures. The pre-dominance of repo transactions in the market may 
indicate a trend ofsimultaneous growth with the stock market. As investment 
companies could fund their stock purchases via repo transactions. 
Negative Factors 
Primary Market 
Yet in the primary market, a market-oriented mechanism has not been 
established yet. The high proportion of non-tradable bonds the non-market-
determined coupons, and the lack of regular issuance schedule have hindered the 
efficiency ofthe market. As a result, the government may fmance their deficits at a 
rate higher than it needs to pay. 
Secondary Market 
In the secondary market the reform in 1997 restricted commercial banks to 
participate in the trading of exchanges. As a result, the market is segmented into two 
groups ofbuyers and sellers, i.e. the commercial banks on the one hand and securities 
houses on the other. This segmentation prevents the emergence o fa real benchmark 
rate. 
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Table 12: Factors Affecting the Government BondMarket 
Positive Factors — 
Primary Market Secondary Market 
• Early redemption ofnon-tradable bonds • The secondary market yield is rather 
is allowed. efficient. 
• Auction system of issuance is partly 
practised. 
• Growing supply of treasuries is expected. 
Negative Factors _ ^ 
Primary Market Secondary Market 
• Interest rates are not market-determined. • The market is segmented into 
• There is no regular frequency ofissuance. exchanges and interbank market. 
• The proportion of non-tradable bonds is 
still high. L 
Recommendations 
The most important factor to establish an efficient bond market is the interest 
rate. Before opening the primary market a benchmark rate should first be 
established. This problem is related to the segmentation of the secondary market. 
The first step the government can take is to allow securities houses to 
participate in the interbank bond market and build up a regulated over-the-counter 
market with cautions against speculation. ‘ 
When a market interest rate is determined, the government could focus on the 
primary market reforms, i.e. to allow banks and securities houses to bid for all 
treasury issues. 
Along with a complete implementation of an auction system, the government 
should diversify the maturity of the bonds issued and set up a regular schedule of 
issuance. 
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And finally, these reforms should be carried along with efforts to increase 
the education level ofinvestors, to build up a pool ofinstitution investors in the 




DEFFERENT TYPES OF BONDS AVADuABLE EV CHEVA 1981-1999 
Type I Issuer | Investors Nature 
Government Bonds 
Treasury Bills Ministry ofFinance~~ Households and To finance state 
enterprises budget; partlytradable 
Fiscal Bonds Mmistry ofFinance~~~ Pnvateplacementto To raise funds for 
specialized banks, capital construction 
comprehensive banks and to cover budget 
and other financial deficits; non-tradable 
institutions 
Key/State ~~^  Ministry ofFinance Households and To raise funds for 





tradable and income 
tax exempt 
Special Bonds Ministry of Finance Domestic entities with 




insurance fund of 
state-owned 
employees 
Pnce Index Bonds Mmistry ofFinance Households Domestic government 
bonds with index-
linked subsidy 
Special Purchase Ministry of Finance Pension fund and Bonds issued after the 
Bonds unemployment fund termination ofthe 
of employees in issuance of Special 
domestic enterprises Bonds 
Financial Institution Bonds 
Policy Financial State Development Households 
Bonds Bank, State Import 
and Export Bank and 
China Agriculture 
Development Bank 





Type I Issuer I Investors | Nature ___. 
Enterprise Bonds 
Enterprise Bonds | Enteipnses |Households Issued under a quota 
system; used to 
finance investment 
Enterprise Short-Term Enterprises “ Tomeet temporary~" 
Bojjds and seasonal snort 
capital needs of 
enterprises, with 
maturity of3, 6, 9 
months 
Others 
State bivestment ~ ~ China People's To supportthe 
Bonds Construction Bank", mvestment of state 
guaranteed by key construction 
Ministry of Finance projects, with 
principal and interests 
paid within a certain 
appointed period 
State Livestment State Energy To support the 
Company Bonds Resources bivestment mvestment of state 







Company of State 
Machinery and 
Electronics Lidustry, 
Light bidustry and 





Converse Bonds Ministry ofFinance To redeem matured 
bonds with equivalent 
value 
5 It was renamed Construction Bank of China in 1996. 
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APPENDK II 
YffiLD TO MATURITY OF THE FOUR SELECTED BONDS 
AND EVFLATION 
Date 96(3) 96(7) 96(8) 96(6) Inflation 
Jan-97 10.28% 10.30% 9.36% 10.25% 5.90% 
Feb-97 10.32% 10.39% 9.70% 10.33% 5.60% 
Mar-97 10.55% 10.02% 10.16% 10.60% 4.00% 
Apr-97 9.16% 9.40% 9.94% 10.04% 3.20% 
May-97 9.82% 9.68% 10.29% 10.12% 2.80% 
Jun-97 10.44% 10.39% 10.67% 10.31% 2.80% 
Jul-97 9.22% 9.18% 9.96% 9.87% 2.70% 
Aug-97 9.19% 9.13% 9.54% 9.71% 1.90% 
Sep-97 8.79% 8.94% 9.40% 9.67% 1.80% 
Oct-97* 8.54% 8.44% 8.58% 8.81% 1.50% 
Nov-97 7.48% 7.62% 8.25% 8.20% 1.10% 
Dec-97 5.82% 6.93% 7.01% 6.89% 0.40% 
Jan-98 6.29% 6.48% 6.77% 6.73% 0.30% 
Feb-98 6.11% 6.29% 6.28% 6.39% -0.10% 
Mar-98* 6.28% 6.31% 6.73% 6.83% 0.70% . < 
Apr-98 6.31% 6.18% 6.54% 6.31% -0.30% 
May-98 5.51% 5.42% 6.19% 5.90% -1.00% 
Jun-98 5.48% 4.98% 5.77% 5.73% -1.30% 
Jul-98* 4.02% 3.79% 4.86% 4.92% -1.40% 
Aug-98 4.98% 5.33% 5.05% 5.23% -1.40% 
Sep-98 3.93% 4.42% 4.69% 5.19% -1.50% 
Oct-98 4.73% 5.11% 4.96% 5.27% -1.10% 
Nov-98 4.72% 5.00% 5.41% 5.33% -1.20% 
Dec-98* 4.54% 4.88% 4.93% 4.78% -1.00% ’ 
Jan-99 2.25% 3.40% 4.49% 4.55% -1.20% 
Feb-99 1.770/0 2.52% 4.42% 4.50% -1.30% 
Source: Hexin Investments and China Statistical Information Network 
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